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TO: John C. Weicher, Assistant Secretary for Housing — Federal Housing
Commissioner, H

QULQXQ.‘%Q-\:
FROM: Robert C. Gwin, Digtrict Ingpector General for Audit, BAGA

SUBJECT: Department of Housing and Urban Development’s L oss Mitigation Program

We have concluded a follow-up audit of the Department of Housing and Urban Development’s
Loss Mitigation Program. Our overal audit objective was to determine whether the Single
Family Loss Mitigation Program is effectivey and efficiently achieving HUD’ s godsfor
increased home retention and minimized costs to the insurance fund.  The audit included reviews
a 3x large and two midsize servicing mortgagees, the private contractor servicing partia claim
notes, and the Office of Housing, Single Family Divison

Within 60 days please furnish to this office, for each recommendation in this report, a satus
report on: (1) the corrective action taken; (2) the proposed corrective action and the date to be
completed; or (3) why action is consdered unnecessary. Also, please furnish us copies of any
correspondence or directivesissued because of the audit.

Should you have any questions, please cdl Ernest Kite, Assistant Didrict Ingpector Generd for
Audit, at (303) 672-5452.
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Executive Summary

We performed a nationwide follow-up audit of HUD’s Single Family L oss Mitigation
Program to evaluate whether the program is effectively and efficiently achieving HUD’s
goalsfor increased homeretention and minimized coststo the insurance fund. Wefirst
audited thisprogram in 1999. The follow-up audit was planned in the Office of Ingpector
General’sfiscal year 2001 annual audit plan. Our audit work included reviews at six large
and two midsize servicing mortgagees. We also reviewed the private contractor servicing
partial claim notes and the Office of Housing, Single Family Divison, which includes the
National Servicing Center.

The Department has exceeded its goals to increase the usage of loss mitigation strategies,
ther eby reducing lossesto the FHA insurance fund with foreclosur e avoidance. Although
HUD has expanded the usage of the loss mitigation on FHA-insured loans, additional work
isneeded to improve the administration of the program. We identified four issuesthat are
keeping the loss mitigation program from reaching itsfull potential and achieving HUD’s
goalsto help borrowersretain homeowner ship while mitigating the economic impact to the
FHA insurance fund.

First, servicersare approving borrowersfor loss mitigation when, based on the servicers
expertise and past experience with delinquent borrowers, theworkout isunlikely to
succeed. These actions are delaying the foreclosure process, increasing the cost of
foreclosure, and subsidizing borrowerswho don’t pay their mortgage for extended periods
of time. Further processing delays are caused by HUD requirements. Second, servicers
areover relying on partial claims, the costliest of the three homeretention loss mitigation
strategies, because partial claimsare quick and easy to process while other 1oss mitigation
strategies are more complicated. Third, additional collection procedures are needed to
collect borrowers defaulted partial claim notesthat are not paid during the sales or
refinance transaction. Fourth, HUD needsto improve its monitoring and oversight of large
servicersto ensure the servicersare consistently administering the loss mitigation program
within HUD requirements.

Toresolve these problems, the Department needs to enhance existing policiesand
proceduresto improve the effectiveness and efficiency of the program to further achieve
HUD’sgoals.

HUD has made considerable stridesimproving the Loss Mitigation
Program since the last time we looked at it. During the period
covered by our review, the Department issued four mortgagee
letters dlarifying loss mitigation policies and providing procedura
changes, designed and devel oped a comprehensive training
program to promote and enhance the use of loss mitigation
srategies, and targeted servicers, who have not adequately

TheLoss Mitigation
Program has made
considerable progress

snce our last review
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Executive SUmmary

implemented the program, for qudity control reviews to encourage
them to use the loss mitigation program as prescribed by HUD.

During our audit period from May 1999 to April 2001, the program
has significantly grown from about 2,000 clams per month to over
4,000, asthe following chart shows:

Growth of Loss Mitigation Claims
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Mogt of thisgrowth is attributed to greater usage of specia
forbearances and partid clams. From fiscd year 1999 to 2001,
specid forbearance usage increased 396%, from 5,724 to 28,395
clams per year. Partid clamsincreased 169%, from 3,977 to
10,708 claims per year. Loan modifications dams are relatively at
the same level increasing fewer than 2%, from 11,114 to 11,282
clams per year. During this same period, foreclosures decreased
20%, from 74,276 to 59,733 per year.

' f‘"ﬁfﬁ A

The Department is dso using aworkout ratio to measure program
performance. The workouit ratio is calculated as the total number
of the five loss mitigation tools divided by the total number of the
five loss mitigation tools plus total foreclosures. The fiscd year
2001 workout ratio, through August, increased 39% to 47% from
the fiscal year 2000 rate of 34%. Thisincreaseisaresult of
increasing workouts and decreasing foreclosures.

The Department is aso in the process of completing two other

The Department is improvements to the program. Enhancementsto HUD's

till developing Neighborhood Watch System will make available loss mitigetion
improvementsto the activity by particular servicers or regions to the industry and
program should be available sometime next year. Thus, Neighborhood
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Executive Summary

Program
effectiveness can be
improved

The codtliest option
to the insurance fund
is being overusd

Watch will help the industry identify particular servicers whose
portfolios have deficient loss mitigation exposure. Also, the Single
Family Asset Management staff is developing anew tier ranking
system to rate lenders performance, which may be ready to use
during the first quarter of 2002. This new performance rating
model will replace the modd currently being used to measure loss
mitigation performance, base increased incentives and target
sarvicers for quality control reviews.

The Department has made considerable progress getting servicers
to adminigter the loss mitigation program. We believe that the next
priority for the Department should be to enhance exigting policies
and procedures to improve the effectiveness and efficiency of the
program to further achieve HUD’ s gods. We discuss four findings
in this report that illustrate conditions that are keeping the loss
mitigation program from reaching its full potentid.

First, HUD delegates servicers to use good business judgment to
ensure that the selected loss mitigation workout options reasonably
reflect the borrower’ s ability to pay. We found that servicers were
performing due diligence when approving the borrowers for loss
mitigation based on the information provided by the borrower.
However, three of the large servicers were gpproving multiple loss
mitigation tools, even when they knew the workouts would not
succeed. Consequently, these actions are delaying the foreclosure
process, increasing the cost of foreclosure, and subsidizing
borrowers who do not pay their mortgage for extended periods of
time. Servicersinterpreted verba ingtructions provided by HUD's
Nationa Servicing Center, to mean that virtualy any interested
borrower is permitted into the program. Servicers are reluctant to
deny loss mitigation when it is prudent to do so because the
servicer may have to indemnify the loan later if HUD disagrees
with the decision.

Further delays are caused by HUD' s requirements to wait 90 to
120 days before implementing loss mitigation tools, to wait 60

days before a broken specia forbearance is considered afailure,
and to wait at least 90 days to begin the foreclosure process after a
loan isreingtated by a partia claim or loan modification. We
identified multiple instances where borrowers are immediately

going back into default after servicers fully reindete ther
ddinguency with apartid clam.

Second, HUD requires that lenders use the hierarchy of loss

mitigation option priority to help minimize losses to the insurance
funds. The partid claim option, the costliest of the three home
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HUD needsto
develop aprocess for
the collection of
defaulted partid

clam notes

HUD’ s monitoring
and oversght of FHA
Servicers Loss
Mitigation Program
provides limited
assurance that HUD
isachieving itsgods
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retention loss mitigation toals, is being overused. Out of the top
twenty-five servicers with the highest percentage of loss mitigation
clams, eeven used partid clams more often than loan
modifications, three used them more than specia forbearances, and
four used them more often than both loan modifications and

gpecia forbearances. Thus, most large servicersrelied more
heavily on partid claims than they did on one of the other two
home retention srategies.

We identified during our review instances where partid clams
were granted for borrowers that would have qudified for one of
the other two loss mitigation retention options. Servicers are
relying on partid claims because partid claims are quick, easy, and
financidly beneficid to the sarvicer. In addition, servicers are
using partid camsingead of |loan modifications because the
modification process requires additional expertise and resources,
and can present afinancid risk to the servicer.

Third, HUD isrequired to develop a process to collect and report
defaulted debts in a manner that protects the value of the
Government’sassets. HUD had $2.4 million in uncollected notes
that were due for 448 |oans that were terminated between
September 1997 and May 2001. HUD has not ensured the assets
of the government are being protected because it does not have an
effective system to collect notes that are not paid during the sdes
or refinance transaction.  HUD hasrelied solely on the recording
of second mortgages to facilitate the collection of partid dam
notes during the sdles or refinance transaction. However,
following this requirement does not guarantee repayment because:
(1) liensfor partid clam loans are not recorded in Texas, (2)
closing agents are missing the recorded document because of
confusion with itstitle; (3) dlosing agents do not know where to
send the pay-off monies, and (4) possible timing issues that may
occur from asale of the property immediately after apartia clam
payment. Furthermore, HUD does not have a process to report
delinquent notesin HUD's credit dert system, which would help
facilitate repayment of the note if the borrower tries to participate
in another Federa credit program.

Fourth, HUD has not performed sufficient monitoring and
oversight of large servicers and FHA servicers are not consistently
adminigtering the loss mitigation program because current
guidance is unclear, inconsistent, or does not address issues
identified by servicers. Consequently, HUD has limited assurance
that the L oss Mitigation program is maximizing home retention

and reducing cost to the FHA Insurance fund.

Page vi



Executive Summary

Auditee comments

We bdieve that the effectiveness and efficiency of theloss
mitigation program can beimproved by:

Emphasizing to servicers the need to use good business
judgment, based on expertise and past experience with
delinquent borrowers, when alowing borrowers to participate
in the loss mitigetion program;

Reducing loss mitigation processing timeframes;

Requiring borrowers to make a good faith effort of three
payments before completing a partid dam,

Improving the process for implementing loan modifications;
Ensuring that partid claims are only used when appropriate;
Improving the process for collecting partial clam notes;
Reporting defaulted partid claim notesin HUD' s credit dert
System;

Increasing monitoring and oversght of lender servicing
operations,

Establishing better communications with servicers to enhance
polices and procedures for implementing loss mitigation; and
Using knowledge and data gained from monitoring reviews to
identify policies and procedures enhancements to improve the
current implementation of the loss mitigation program.

The Assstant Secretary for Housing - Federd Housing
Commissioner provided written comments to our draft report on
January 15, 2002. The Assstant Secretary generdly concurred
with our audit results and agreed to implement a number of actions
to respond to the issues identified in our report. We considered
HUD’ swritten and verba comments to the draft report, and made
the appropriate changesto the find report. The Assgtant
Secretary’s comments are included in its entirety in Appendix 1.
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| ntroduction

BACKGROUND

Until itstermination, FHA’sloan assgnment program was the primary aternative to foreclosure
for many FHA borrowers experiencing financid difficulties. HUD’s Assgnment Program was
terminated on April 26, 1996 by the enactment of the Balanced Budget Downpayment Act. Its
replacement, FHA’s Loss Mitigation Program, went into effect on November 12, 1996. The
Loss Mitigation Program is expected to reduce the number of foreclosures and to significantly
reduce costs associated with foreclosures. Stated goals of the Loss Mitigation Program are to
keep homeownersin their homes, and to mitigate losses to the insurance fund.

Under the Loss Mitigation Program, FHA compensates servicing mortgagees for their actionsto
mitigate foreclosure losses through the use of specific loss mitigation tools. Servicing
mortgagees can use the following five primary tools:

Specid forbearance

L oan modification

Patid dam
Pre-foreclosure sde
Deed-in-lieu of foreclosure

The firdt three tools are home retention tools and are designed to avoid foreclosure and to keep
mortgagors in their homes. The latter two tools enable the mortgagor to avoid some of the
consequences of foreclosure and to reduce the cost of the clam to FHA; however, the homeis
not retained. Our audit focused solely on thefirst three home retention loss mitigation tools, as
thisis one of HUD’ s primary godsfor the program.

Servicing mortgagees are required to review the status of each defaulted loan in their portfolio,
and to document their loss mitigation efforts. Although servicers have someflexibility in
determining which tools to use, FHA requires that the servicing mortgagee consider dl of the
loss mitigation tools for delinquent loans.

The Nationd Servicing Center, located in Oklahoma City, provides servicing and loss mitigation
program services to lenders and borrowers throughout the country. The Center isadivision of
the Headquarters Office of Single Family Asset Management.

EVOLUTION OF THE PROGRAM
In our 1999 report® we stated that we were unable to assess whether FHA's Loss Mitigation

Program would ultimately reduce foreclosures and keegp families in their homes because a
magority of theloss mitigation actions taken at that time were dill in process. Therefore, it was

1 On September 30, 1999, the District Inspector General for Audit, Rocky Mountain District, issued audit report 99-
DE-121-0001, Nationwide Review Department of Housing and Urban Development’ s Loss Mitigation Program.
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Introduction

not determined whether the loss mitigation actions taken would ultimately prevent borrowers
from defaulting again or going into foreclosure. Although, we believe now that the program is
reducing foreclosures and keeping familiesin their homes. Our focus during the follow-up audit
was to identify ways to improve the effectiveness of the program.

We took another look at the loans sampled in 1999 to see whether their current status might tell
us how the program was working at that time. Of the 178 loans sampled in 1999, 30% are
current and the borrowers are il in their homes; 29% of the borrowers are till in their homes
but they continue to struggle making their mortgage payments; 27% have been foreclosed, had a
preforeclosure sale or deed-in-lieu of foreclosure; 7% were refinanced; and 7% have been sold.
Since this sample was taken at the beginning of the loss mitigation program, it is not indicaive

of the current effectiveness of the program.

Current Status of 1999 Sample

Refinanced
7%

Sold

[u]
B Current

Liquidation Option 30%

2%

Foreclosed

25% Under New Payment

Plans
4%

In Default
5%

In Foreclosure

In Bankruptcy 7o

13%

The utilization of home retention loss mitigation tools has continued to increase Since our audit
report in 1999. Asreported in 1999, HUD had paid in excess of $26.9 million in loss mitigation
claims for the time period October 1, 1996 to May 31, 1999. From June 1, 1999 to April 30,
2001, HUD has paid an additiona $117.5 million dollarsin lass mitigation daims. This
dramatic increase was due largely in part to the increased usage of partid clams. The usage of
partid clamsisdiscussed in further detail in Finding # 2.

During our current review, we did Ste work at six large servicers and two mid-Size servicers,
HUD has paid these servicers for over 50,300 |oss mitigation incentives, accounting for 56% of
the total home retention options paid by HUD from the inception of the program through May

31, 2001. We reviewed the use of loss mitigation tools on a non-statistical sample of 210 loans at
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Introduction

the eight servicers. We sdected six servicers because they processed the highest number of loss
mitigation clams, and selected two servicers because they used partid clams asthelr primary
home retention loss mitigation tool. While the loans sampled do not provide a datisticd basis
for projecting results on the universe, the sample provides a reasonable basis for our conclusions.

Our audit period for the follow-up audit included May 1999 to April 2001. Mortgagee L etter 00-
05 wasissued in January 2000. Thisletter consolidated program ingructions contained in five
earlier Mortgagee L etters, and clarified issues raised by mortgagees. Therefore we looked at loss
mitigation cases that were processed before and after the mortgagee letter. We observed a
dramatic improvement in the implementation of the program during this period by the x large
sarvicers. Each of these servicers was making a concerted effort to follow the framework of
Mortgagee Letter 00-05 and had a strong desire to see the program work. In fact, some servicers
have seen their loss mitigation departments move from cost centers to profit centers. We aso
noted better documentation and a reduction in the time to process loss mitigation workouts at one
of thetwo mid-sze sarvicersreviewed. The other mid-gze firm informed us thet it was going to
sl mog of its FHA portfolio.

FHA-insured |oans require more resources to service than other loan portfolios. Severd
sarvicers FHA portfolios consisted of between 21 and 33% of itstotal portfolio while their FHA
loss mitigation workouts consisted of between 60 and 75% of its total loss mitigation workouts.
The high percentage of loss mitigation workout rates relates to the high deinquency rates of

FHA loans. At onelarge servicer, the July 2001 delinquency rates were 11.7% for FHA, 8.2%
for VA, and 2.8% for conventiona loans. Although, some of the servicers we spoke with
thought that the FHA delinquency rates were artificidly inflated due to the number of loans that
are currently under loss mitigation repayment plans that do not fully reingtated the loan. The
Mortgage Bankers Association recently reported that the overal deinquency rate on FHA
sangle-family loans hit 10.79%, the highest rate since they began keeping recordsin 1972. The
rateislikely to become higher due to the severe economic downturn the country is currently
experiencing. Asareault, the Department is bound to see a sharp increase in loss mitigation and
foreclosure activity.

Our overdl audit objective was to determine whether the Single

ool;/gcilvzc:; d Family Loss Mitigation Program is effectively and efficiently
) achieving HUD’ s gods for increased home retention and
methodology

minimized cogs to the insurance fund. While planning our
fiddwork, we wanted to ensure that the loss mitigation program
was not experiencing any of the same problems associated with the
assignment program, which it replaced in 1996. Our 1996 audit?
of the assgnment program reported that:

“One of the mogt sgnificant problems with the assgnment
program was the failure to foreclose on properties once all
forms of relief had been exhausted. Appropriate foreclosures
.. assure serioudy delinquent mortgagors who continue to

2 Review of Selected Aspects of the Single Family Assignment Program issued April 2, 1996 (96-A O-121-0002)

Page 3 2002-DE-0001



Introduction

HUD and mortgege
sarvicer data systems
used

Scope

2002-DE-0001

occupy properties, are not subsidized for extended periods of
time”

Therefore, we wanted to determine whether servicers are: (1)
performing due diligence when servicing ddinquent loans and
approving qudified borrowers for loss mitigation; and (2) taking
appropriate actions to apply disposition options or initiate
foreclosure when it’s clear that the borrower is either unable or
unwilling to pay their mortgage. In addition, we reviewed (1) the
collection process for overdue partid claim notes; (2) HUD's
quality assurance over the loss mitigation program; and (3) the
corrective actions that were implemented in connection with our
prior audit report issued on September 30, 1999. To accomplish
these, we:

Reviewed the law and regulations governing the loss mitigation
program;

Interviewed various HUD officids from Single Family
Program offices and the National Servicing Center, and
mortgege servicing offidas,

Performed on-Site reviews at eight FHA-approved mortgage
sarvicers that have implemented loss mitigation procedures and
at HUD’s contractor for servicing partia claim notes,
Reviewed a select sample of FHA loan cases,

Reviewed supporting documentation within the case files and
related computer records;

Evaluated the current status of FHA |oan cases reviewed
during the 1999 audit, if applicable;

Assessad the sdlected servicers quality control plan;
Anayzed data and gtatistics reating to the selected mortgage
sarvicers loan portfolio, if provided; and

Reviewed qudity assurance reviews of theloss mitigation
program.

To achieve our audit objective, we queried datawithin HUD’ s
Single Family Data Warehouse;, specificaly, information
downloaded from the Single Family Default Monitoring System
and the Single Family Insurance System and Subsystem. This data
ismaintained by HUD. We andyzed the data to identify potentia
problem areas to review when doing our site work. We did not
perform adetailed andysis of the reiability of the HUD data.
Although, for the |oans sampled we verified pertinent deata
obtained from these systems.

Our audit covered the period of May 1, 1999 through April 30,
2001. Where gpplicable, the audit period was expanded to include
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past and current data, due to prior and continuing actions. We
conducted our fieldwork from June 2001 through October 2001.

We conducted the audit in accordance with Generally Accepted

Generaly Accepted =
Government Government Auditing Standards.

Auditing Standards

Page 5 2002-DE-0001



Introduction

THISPAGE LEFT BLANK INTENTIONALLY

2002-DE-0001 Page 6



Finding 1

Program Effectiveness Can Be Improved by
Servicers Exercising Good Judgment to Cease
Delaying Foreclosure Process and by Reducing
HUD’s Required Loss Mitigation Timeframes

HUD delegates servicersto use good business judgment to ensurethat the selected loss
mitigation wor kout options reasonably reflect the borrower’s ability to pay. We found that
servicer swer e per forming due diligence when servicing delinquent loans and approving
qualified borrowersfor loss mitigation. However, three of the large servicerswere
approving multiple loss mitigation tools, even when they believed the wor kouts would not
succeed. Consequently, these actions ar e delaying the for eclosur e process, increasing the
cost of foreclosure, and subsidizing borrowerswho do not pay their mortgage for extended
periods of time. Servicersinterpreted verbal instructions provided by HUD’ s National
Servicing Center, to mean that virtually any interested borrower is permitted into the
program. Servicersarereuctant to deny loss mitigation when it is prudent to do so
because the servicer may haveto indemnify theloan later if HUD disagrees with the
decision.

Further delays are caused by HUD’ srequirementsto wait 90 to 120 days before
implementing loss mitigation tools, to wait 60 days before a broken special forbearanceis
considered afailure, and to wait at least 90 daysto begin the foreclosure process after a
loan isreingtated by a partial claim or loan modification. We identified multiple instances
wher e borrowers areimmediately going back into default after servicersfully reinstate
their ddinquency with a partial claim. To fulfill the goal of helping borrowersin default
retain homeowner ship while mitigating the economic impact on the FHA insurance fund,
HUD needsto: (1) clarify to servicersthe need to consider all borrowersfor loss mitigation
and to ensure good businessjudgment isfollowed when deter mining whether the borrower
qualifiesfor the program, (2) reduce the timeframesfor processing loss mitigation, and (3)
require borrowersto make a good faith effort of making three normal paymentsbefore
completing a partial claim.

HUD delegates In Mortgagee Letter 00-05, HUD delegates servicers both the
authority and the respongibility to utilize actions and Srategiesto
ass s borrowers in default retain their homes and/or reduce losses
to FHA’ sinsurance fund.

authority to servicers
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Servicers are required
to use good busness

judgment

Problemsreducing
program effectiveness
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Furthermore, Mortgagee L etter 00-05 requires servicersto use
good business judgment. The letter specificdly Sates:

“Lenders may offer FHA relief options to homeowners who
have experienced a verifiable loss of income or increasein
living expenses to the point where the mortgage payments are
no longer sustainable.”

“The lender must use good business judgment to ensure that

the workout option selected reasonably reflects the borrower’s

ability to pay.”

In addition, the Mortgagee L etter prescribes timelines that the
lender must use before it can perform loss mitigation actions,
consder aspecid forbearance afailure, and initiate foreclosure
proceedings.

When an FHA-insured loan becomes ddinquent, lenders may
utilize any of the loss mitigation drategies that are appropriate
under the circumstances. To make this determination, servicers
andyze the borrowers circumstances by reviewing: the reason why
the borrowers are unable to pay their ddinquency, financia
information, credit history, debt, HUD guiddines, and other
gopropriate information. Servicers are to use their best judgment
based on this analysis to make a reasonable determination asto
whether aloss mitigation strategy will work or not. HUD aso has
prescribed timelines that the lender must adhere to while
processing loss mitigation strategies or foreclosures. Servicers are
performing due diligence when sarvicing ddlinquent loans if they
complete the aforementioned processin atimely manner.

We found that the servicers we reviewed were performing due
diligence when gpproving borrowers for loss mitigation the first
time. However, we found that three large servicers were approving
multiple loss mitigation tools, even when they believed the
workouts would not succeed. Consequently, these actions are
reducing program effectiveness by delaying the foreclosure
process, which increases the cost of foreclosure and subsdizes
borrowers who don't pay their mortgage for extended periods of
time. We believe that program effectiveness is dso reduced by
additiond delays caused by HUD’ s requirements to wait 90 to 120
days before implementing loss mitigation tools, to wait 60 days
before a broken specia forbearance is considered afailure, and to
wait at least 90 days to begin the foreclosure process after aloan is
rendated by apartid clam or loan modification.
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Prdiminary andyss of
dataidentified
potentia problems

Servicersnot usng
good judgment when
approving borrowers
after prior loss
mitigation actions
faled

Servicers believe they
cannot use good

business judgment

We andyzed the totd |oss mitigation dlaims paid through May
2001 usng HUD’ s Single Family Data Warehouse and identified
over 700 loans, which have had three or more home retention loss
mitigation actions. Although this accounts for less than one
percent of the total incentives paid, we wanted to review the
circumstances of these borrowers to determine whether multiple
loss mitigation actions were judtified or if thereis a sysemic
problem that is dlowing poor candidates to continudly be
approved for loss mitigation. We identified a number of cases
where the borrower, without making any payments, immediately
went back into default after receiving home retention loss
mitigation

We evauated atotd of 65 loansthat had multiple home retention
options at the servicers we reviewed. We found that some servicers
made prudent decisions to recommend disposition options to the
borrower or began foreclosure proceedings after it became clear
that additiona workouts were not going to help the borrower.
However, three large servicers were reluctant to make prudent
business decisions and they continued to approve borrowers for
loss mitigation even when they believed the workouts would not
work. Consequently, the multiple loss mitigation actionswerein
effect delaying the forecl osure process, increasing the cost of
foreclosure, and subsidizing borrowers who do not pay their
mortgage for extended periods of time.

Although the mortgagee letter informs a servicer to use good
business judgment, a servicer told us that gaff from the Nationd
Servicing Center has verbdly given them a different message
during itstraining seminars. A vice president at one servicer told
usthat during a recent training HUD gaff emphasized that, as long
as the mortgagor has an increase in expenses or decreasein
income, no matter what the reason, the mortgagor must be
considered for aloss mitigation tool. The servicer expressed a
maor concern that the servicer lacked the discretion to limit the
number of loss mitigation tools that are used to service a
mortgagor’s loan.

Everyday the servicer receives cases where the mortgagor has
dready had multiple workouts. HUD staff has verbdly ingtructed
the servicers not to make loss mitigation decisons based on a
mortgagor's lifestyle or financid decisons. Prior to the Mortgagee
L etter 00-05, the servicer based its decison for using loss
mitigation on a hardship evauation. HUD has communicated to
the servicer severd times that the servicer will not use the term
"hardship" in regards to the delinquent borrowers financid datus.
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The servicer believes they made better business decisionsto
goprove loss mitigation when they were evauating the reasons
why borrowers became delinquent.

In our opinion, servicers should be alowed to determine whether

Borrowers should have the borrower had a hardship when exercising good business
ahardship in order to judgment. Otherwise the Department is only encouraging
participate in the irresponsible behavior. For example, we reviewed a case where
program the borrower’ s hardship letter explained that their increase in

expenses was due to gambling losses. Since the borrower had an
increase in expenses, the servicer felt obligated to approve a partia
clam. The borrower subsequently filed for bankruptcy protection.
In another case, aservicer granted loss mitigation to a borrower
who was current on their Mercedes payments but was not making
payments on the less expensve home mortgage.

A firgt vice presdent of another servicer told us that HUD
criticized it for not doing enough for borrowers whose expenses
increased and income decreased.  The HUD Nationd Servicing
Center told the servicer to make it work. HUD instructed the
servicer that if aborrower meetsdl of the guiddines for a specific
loss mitigation tool, the servicer could not deny the loss mitigation
action, even though past experience shows that a borrower under
the same circumstances will default again, resulting in foreclosure.
The firgt vice presdent said that the servicer hasto do what HUD
says, because the servicer has not been given any authority or
charter to make decisons. The servicer would like to see the
initiation of more discretion by HUD to the loan servicer on
whether a borrower should be given additional chancesto correct
their delinquency. If the loss mitigation tool or tools do not work
based on the circumstances, then the servicer should end the
process.

Finaly, a senior vice presdent of athird large servicer sad there

are borrowers who learn the system and take advantage of it, as
well as borrowers who do not want to dedl with the fact that they
are defaulting on their mortgage and may lose their home. The
sarvicer believes they should be able to look at the behavior
patterns of the borrower and decide on no more workouts when the
behavior indicates that the borrower is going to default again. The
sarvicer bdieves, in these ingtances, that providing the loss
mitigation tool isjust delaying the inevitable.

These servicers ated to us that they interpreted ingtructions from

HUD needsto darify the National Servicing Center that any borrower who has hed
Indructions ether an increase in expenses or decrease in income must be
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approved regardless of the borrower’ s hardship or circumstances.
Such action only delays the foreclosure process.

Using this criterion, virtudly every interested delinquent borrower
quaifiesfor loss mitigation. The servicers are reluctant to use
good business judgment because HUD may require them to
indemnify the loan if loss mitigation is denied. Consequently,
sarvicers are delaying the forecl osure process, which increases the
cost of foreclosure, and subsidizes borrowers who do not pay their
mortgage for extended periods of time.

A HUD officid with the Nationd Servicing Center told us that
trainerstel servicerstha they must consder al borrowersfor loss
mitigation but are to use their best judgment when determining
whether aloss mitigation toal is beneficid and warranted. If HUD
expects the program to succeed, HUD needsto clarify ingtructions
to servicersto diminate the misunderstanding or perception thet is
preventing servicers from using good business judgment when
working with delinquent borrowers.

A HUD officid advised that one of the biggest problems with the
assgnment program, which the loss mitigation program replaced,
was the different ways that the fild offices gpplied it. For
example, some fidd offices were very diligent in permitting
borrowersinto the program while other offices had very liberd
policies and let dmost anyone participate. Indications are that
differing interpretations of HUD requirements by servicers, as
previoudy discussed, may be cregting asmilar problem with the
loss mitigation program.

We aso reviewed 105 cases where the borrower continued to miss
mortgage payments after recelving home retention loss mitigeation
assigtance for thefirgt time. The cases were reviewed to determine
whether servicers are performing due diligence when approving
borrowers for loss mitigation and are taking appropriate actions to
apply disposition options or initiate foreclosure when it is clear that
the borrower does not have the ability to pay their mortgage. We
found that servicers were performing due diligence when

approving the borrowers for loss mitigation. The servicers based
their decisions on the information provided by the borrower. If the
borrower does not have a past history of problems, the servicers
are inclined to take the borrower’ s assertions at face value.

HUD commissioned astudy by Abt Associates on the loss

mitigation program. The Abt Associates report, issued in
November 2000, stated that in order to evaluate program
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effectiveness, it isimportant to have information on current
borrower circumatances, including their credit score, income, and
expenses, as well as the property’ s condition and the current
estimated loan-to-vaueratio. However, we found during our
review that the biggest factor in determining whether loss
mitigation will be effective rdlaes to socia conditions, such as
desre to maintain the home, family problems, drug or acohol
abuse, and gambling.

Severd sarvicers have done extensive andysis of their datato
identify statistical factorsthat may dictate whether aworkout will
be successful. One servicer told us that they found no correlations
initsgatigtica information to identify workouts that may or may
not succeed. Another servicer had some similar results. For
example, the servicer did not identify any sgnificant trends when
andyzing success rates by the credit quality, age of the loan, loan+
to-vaue rdio, interest rates, or surplus/deficit amounts. Although,
the servicer found that when the borrowers surplus cash was higher
than $1,000 the success rate started to drop. From this unusua
trend, the servicer learned that they were not getting an accurate
picture of the borrowers actual expenses and ingtituted procedures
to improve the gathering of expense related information.

A servicer did learn that the success rate of 1oans on repayment
plans dramatically dropped the longer the loan remained
delinquent before the workout. The servicer isworking on
shorting the cycle and is currently processing workouts within an
average of 22 days after contact with the borrower.

Success Rate by Number of Months Delinguent
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The chart shows the success of the servicer’'s December 2000
repayment plans, which includes both informa repayment plans
and specia forbearance plans. The plan was considered a success
if, after three months, the borrower was current on the scheduled
payments.

Other servicers agreed that the key to successfor curing
ddinquenciesisto get the borrower into aworkout as soon as
possible. Thelonger the loan remains in delinquency the harder it
becomes to reingtate the loan, especidly after the servicer begins
the foreclosure process incurring foreclosure costs. Furthermore,
taking too much time to reingate the loans increases the likelihood
that the borrower is either going to give up on the house or pursue
other actions, like bankruptcy.

Servicers can often determine within thirty days of delinquency,
through contact with a borrower, that a repayment plan will not
help the borrower. For example, if aborrower missed a payment
dueto adivorce. The borrower will have a permanent reduction in
income and will unlikely be able to continue the present mortgage
payments. If aloan modification will cure the situetion, the need

to delay 90 days before gpplying the toal is not beneficid. Or, if a
borrower is on afixed income and amedica bill caused amissed
payment and a partid dam isthe only solution, delaying the
process for the 120 day period increasesthe cost. The earlier the
delinquency is addressed the grester the chance for success.

Due to HUD’s 90 and 120-day requirements, some borrowers are
withholding mortgage payments to quaify for assstance.
Borrowers are getting loss mitigation information from the Internet
or getting unscrupulous advice from housing counsdling agencies.
For example, a servicer informed us that a borrower wastold by a
counsdling agency not to make any more payments in order to
qudify for a particular loss mitigation tool. Also, we found notes,
during one of our file reviews, where a borrower informed the
servicer that their workout failed because ahousing counsding
agency advised the borrower to underreport their expensesto the
sarvicer in order to quaify for the toal.

Severd servicers dso told us, based on information received off
the Internet or from housing counsgling agencies, borrowers are
demanding certain loss mitigation tools.  Servicers often do not
explain dl of the tools to the borrowers. The servicersonly
discuss the tool that the borrowers quaify for based on their
financid condition and the hierarchy. The time requirements only
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encourage borrowers who are aware of the rulesto intentionaly
skip payments to qudify for the tool they desire.

A HUD officid told us that the Department is considering reducing
the timeframe for loan modifications to 60 days, but it wo